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In 1996, P sold his stock in two S corporations to
Par ker for $100,000. P received sone of the $100, 000 from
Parker in 1995, and the remainder in 1996, and transferred
his stock to Parker “effective” Dec. 31, 1995. P did not
report the transaction on his 1995 and 1996 tax returns. In
1998, P filed for bankruptcy. In 2000, the bankruptcy court
entered a consent order which, anong ot her things, declared
the stock transfer void ab initio. On the sane day, P
executed a 6-percent interest prom ssory note to Parker for
$135, 000 (the $100,000 for the corporations plus $35,000 for
sone partnership interests P sold to Parker, also in 1996).
By |ate 2003, P s total paynents to Parker under the
prom ssory note anmounted to little nore than the interest on
t he note.

1. Held: Under the claimof right doctrine, Pis
required to include the $100,000 in income for 1996 as
proceeds fromthe sale of the S corporations stock.
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2. Held, further, P s alternative contention, that the
$100, 000 was excludable fromincone because it was a gift
from Parker, is rejected.

Craig D. Bell, for petitioner.

Dustin M Starbuck, for respondent.

MEMORANDUM CPI NI ON
CHABOT, Judge: Respondent determ ned deficiencies in
i ndi vidual incone tax and penalties under section 6662

(accuracy-rel ated) agai nst petitioner as foll ows:

Penal ti es
Year Defi ci ency Sec. 6662
1995 $118, 980 $23, 796. 00
1996 746, 843 149, 368. 60

1 Unless indicated otherwise, all section references are to
sections of the Internal Revenue Code of 1986 as in effect for
the years in issue.
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After concessions by both sides,? the issue for decision is
whet her petitioner must include in gross inconme for 1996 the
$100, 000 that he received fromthe sale of stock, even though in
a later year the sale was challenged and in 2000 the sale was set
aside ab initio.3

Backgr ound

The instant case was submtted fully stipulated; the
stipulations and the stipulated exhibits are incorporated herein

by this reference.

2 The notice of deficiency lists an aggregate of nore than

$2.5 million of adjustnents for the 2 years in issue. The
parti es have resolved nore than 96 percent of this amount. What
remains is a vigorous dispute as to the tax treatnent of

$100, 000--1ess than 4 percent of these adjustnents.

Petitioner concedes that the accuracy-related penalty under
sec. 6662 applies to the entire deficiencies for both years in
I ssue.

In the notice of deficiency, the $100,000 was determined to
be ordinary incone. On answering brief, respondent concedes that
t he $100, 000 should be treated as long-termcapital gain
(agreeing with one of petitioner’s alternative contentions), thus
reduci ng even further the percentage of the originally determ ned
deficiency remaining in dispute.

3 The parties have stipulated that sone paynment on the
$100, 000 was made by the purchaser to petitioner in 1995. The
record does not indicate how nuch was paid in 1995, nor does it
i ndi cate when in 1996 the paynent of the $100, 000 was conpl et ed.
In the notice of deficiency, respondent lists the entire $100, 000
as an adjustnent to 1996. Both parties treat the transaction,
and accordingly, any incone recognition resulting therefrom as
occurring entirely in 1996. For purposes of this opinion, we do
t he sane.

We al so note that petitioner has not provided us wth any
evi dence regarding his basis in the stock.
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When the petition was filed in the instant case, petitioner
resi ded i n Roanoke, Virginia.

Petitioner is a licensed general contractor, and a real
estate sal es and nmanagenent broker.

In 1988, petitioner formed Centurion Investnents, an S
corporation. Petitioner was the sol e sharehol der of Centurion
| nvest ments between 1988 and 1996.

Sonetime in 1995, petitioner decided to sell for $100, 000
Centurion Investnents and Roanoke Devel opnent, another S
corporation owned by petitioner, to Jane Parker (hereinafter
sonetines referred to as Parker), petitioner’s sales agent.
Centurion Investnents and Roanoke Devel opnent are hereinafter
sonetinmes referred to collectively as the Corporations. Parker
began to nmake paynents to petitioner in 1995. See supra note 3.
When petitioner received the entire $100,000 (sonetine in 1996),
then he transferred to Parker all his stock in the Corporations
“effective” Decenmber 31, 1995.

On January 2, 1996, petitioner sold for $35,000 to Centurion
| nvest nents, or to Parker as 100 percent owner of Centurion
| nvestnents, the following Virginia general partnership
interests: 28a percent interest in Meadow G een Associ ates;
44.36 percent interest in WIIliansburg Manor Associ ates; 28a
percent interest in Crystal Tower Associates; and 44. 36 percent

interest in Spanish Trace Associates. These interests are
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herei nafter sonetines referred to collectively as the Partnership
Interests. Parker paid the entire $35,000 to petitioner in 1996.

Petitioner filed tinmely 1995 and 1996 tax returns. He used
t he cash basis accounting nethod for his Schedule C (Profit or
Loss From Business) real estate activities. Petitioner did not
report the inconme fromthe sale of the Corporations on either of
t hose tax returns.*

Centurion Investnents’ 1995 tax return shows petitioner as
its tax matters person and sol e shareholder; its 1996 tax return

shows Parker as its tax matters person and sol e sharehol der.?®

4 It does not appear that petitioner reported on his 1996
tax return the $35,000 that he received fromthe sale of the
Partnership Interests to Centurion Investnents or Parker. 1In the
notice of deficiency, respondent determ ned that petitioner
realized a long-termcapital gain of $823,016 on his sale of the
Spani sh Trace Associates and WI | iansburg Manor Associ ates
partnership interests. The record does not indicate how
respondent determ ned the anount of this adjustnent, or how
respondent treated the gain or loss realized on the sale of the
Meadow G een Associ ates and Crystal Tower Associ ates partnership
interests. Neverthel ess, respondent conceded this adjustnment in
full. 1t is unclear whether the parties dealt with the $35, 000
el sewhere, and if so, then how they dealt with it.

Qur findings as to the Partnership Interests are pronpted by
the |l ater conmbining of the Partnership Interests sale and the
Corporations sale in the consent decree and in the prom ssory
note, discussed, infra.

> Atax matters person served a role under the so-called
partnership audit procedures made applicable to subch. S
corporations by sec. 4 of the Subchapter S Revision Act of 1982,
Pub. L. 97-354, 96 Stat. 1669, 1691, 1697, effective for taxable
years beginning after Dec. 31, 1982. This was repeal ed by sec.
1307(c) (1) of the Small Business Job Protection Act of 1996, Pub.
L. 104-188, 110 Stat. 1755, 1781, 1787, effective for taxable

(continued. . .)
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In 1998, petitioner filed a petition under chapter 7 of the
Bankruptcy Code. The bankruptcy trustee accused petitioner of
bankruptcy fraud, and filed a conpl aint agai nst petitioner,

Par ker, the Corporations, several other corporations, and the
four partnerships, interests in which petitioner had sold to
Parker in 1996. The parties in the conplaint proceedi ng reached
an agreenent. On February 4, 2000, the bankruptcy court entered
a consent order requiring petitioner and Parker to pay $300, 000
“in guaranteed funds” to the bankruptcy trustee by February 14,
2000. This consent order further provided that, on the
bankruptcy trustee’s receipt of this $300,000, the transfers of
(1) the stock in the Corporations and (2) the Partnership
Interests “shall be void ab initio under Virginia Code Section

55-80",°¢ and the bankruptcy trustee shall abandon her interest in

5(...continued)
years beginning after Dec. 31, 1996. Thus, the procedures apply
to the years in issue. However, because the Corporations had
five or fewer sharehol ders, the procedures do not apply. See
sec. 301.6241-1T, Tenporary Proced. & Adm n. Regs., 52 Fed. Reg.
3002 (Jan. 30, 1987).

6 Va. Code Ann. sec. 55-80 (M chie 2003) provides as
fol | ows:

Sec. 55-80. Void fraudul ent acts; bona fide purchasers
not affected.--

Every gift, conveyance, assignnment or transfer of, or charge
upon, any estate, real or personal, every suit commenced or
decree, judgnent or execution suffered or obtained and every
bond or other witing given wwth intent to delay, hinder or
defraud creditors, purchasers or other persons of or from
(continued. . .)
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the Corporations and in the Partnership Interests. As a result,
the sale to Parker of the stock in the Corporations was voi d.
Al so on February 4, 2000, petitioner signed a demand prom ssory
note to repay to Parker the $100,000 that she paid to petitioner
pursuant to the stock sale, plus the $35,000 that Parker paid for
the Partnership Interests, with a 6-percent annual interest rate.
Petitioner was di scharged from bankruptcy on August 23, 2000.

During 2000 through Septenber 25, 2003, petitioner nade a
series of paynents to Parker pursuant to the prom ssory note, the
paynment s aggregating $28,933.23. The record does not indicate
how much of these paynents was interest and how nmuch was
principal; nor does it indicate how nmuch of any principal

paynents was allocable to the $100, 000.

Petitioner received the $100,000 fromthe sale of the
Cor porations’ stock without restrictions on his disposition of
t he $100, 000; there were not any such restrictions in effect in

1996.

5(...continued)

what they are or may be lawfully entitled to shall, as to
such creditors, purchasers or other persons, their
representatives or assigns, be void. This section shall not
affect the title of a purchaser for val uabl e consideration,
unless it appear that he had notice of the fraudul ent intent
of his imrediate grantor or of the fraud rendering void the
title of such grantor.
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Petitioner did not recognize in 1996 an existing and fi xed
obligation to repay the $100,000; he did not make in 1996
provi sions to repay the $100, 000.

Parker did not make a gift of the $100,000 to petitioner.

Anal ysi s’

Respondent contends that petitioner was required to include
in gross inconme for 1996 the $100, 000 that petitioner received
fromthe sale of the Corporations, and that this inclusion is
required by the claimof right doctrine.

Petitioner maintains that the $100,000 that he received as
consideration for transferring his stock in the corporations to
Parker is not includable in gross incone because his receipt of
the noney did not satisfy the elenents of the claimof right
doctrine. Specifically, petitioner contends that he did not
receive the noney under a claimof right, and there was a
restriction on his econom c use of the noney. Petitioner
contends in the alternative that the $100,000 was a gift and thus
i s excludable fromgross incone under section 102(a).

Respondent replies that petitioner’s 1996 fraudul ent

pur pose, which led to the bankruptcy court’s voiding of the 1996

" Sec. 7491, which shifts the burden of proof to the
Comm ssioner if the taxpayer neets certain conditions, does not
apply in the instant case because the parties stipulated that the
exam nation of petitioner’s tax returns began before July 22,
1998, the effective date of sec. 7491. Internal Revenue Service
Restructuring and Reform Act of 1998, Pub. L. 105-206, sec.
3001(a), 112 Stat. 726.
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transacti ons, does not protect petitioner fromtaxation on the

$100, 000, citing James v. United States, 366 U S. 213 (1961).

Respondent al so contends that petitioner’s 1996 fraudul ent
pur pose contradicts petitioner’s alternative contention that the
$100, 000 is excludable as a gift.

We agree with respondent.

A. Claimof Ri ght Doctrine

In Nordberg v. Comm ssioner, 79 T.C. 655, 664-665 (1982),

affd. without published opinion 720 F.2d 658 (1st G r. 1983), we
described the claimof right doctrine as foll ows:

This case presents nerely another variation of the
famliar “claimof right” doctrine pursuant to which the
recei pt of noney under a claimof right which would
ot herw se represent taxable incone nust be treated as
t axabl e i ncome even though the recipient may be under a
contingent obligation to return it at a later tine. |In
North American Q| Consolidated v. Burnet, 285 U S. 417
(1932), often regarded as the semnal case in this area, the
Suprene Court stated (at 424):

| f a taxpayer receives earnings under a claimof right
and without restriction as to its disposition, he has
received income which he is required to return, even

though it may still be clainmed that he is not entitled
to retain the noney, and even though he may still be
adjudged liable to restore its equivalent. [Citations
omtted.]

Al t hough this doctrine has been applied “in a variety of
contexts,” the situations have shared “a common factua

el ement: the receipt of noney or other property by a
taxpayer with an inperfect right to retainit.” Wotton
“The Caimof Right Doctrine and Section 1341,” 34 Tax Law.
297 (1981). * * *

Proceeding fromthe indisputable prem se that “One of
t he basic aspects of the federal incone tax is that there be
an annual accounting of inconme” (Healy v. Conm ssioner, 345
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U S 278, 281 (1953); fn. ref. omtted), the receipt of
funds, wthout restriction as to use or disposition, nust
trigger the incidence of taxation, unless “in the year of
recei pt a taxpayer recognizes his liability under an

exi sting and fixed obligation to repay the anount received
and nmakes provisions for repaynent.” Hope v. Conm Sssioner,
55 T.C. 1020, 1030 (1971), affd. 471 F.2d 738 (3d G r

1973), cert. denied 414 U. S. 824 (1973). As we have stated,
“The nmere fact that inconme received by a taxpayer may have
to be returned at sone later tinme does not deprive it of its
character as taxable incone when received” (Wolard v.

Comm ssioner, 47 T.C. 274, 279 (1966); citations omtted),
and the claimof right doctrine will apply “notw t hstandi ng
that the taxpayer may be under a contingent obligation to
restore the funds at sonme future point” (Professional

| nsurance Agents of M chigan v. Conm ssioner, 78 T.C. 246,
270 (1982); citations omtted). Were the taxpayer is
required to repay sone or all of the noney in a |later year,
a deduction may then be available to himin the |ater year
to the extent permtted by |law (see KrimKo Corp. V.

Commi ssioner, 16 T.C. 31, 40 (1951)),8 but the anmpbunts are

i ncome nonetheless in the year of receipt.

8 Sec. 1341, |.R C. 1954, offers even greater relief, in
certain circunstances, by allow ng the taxpayer to choose,
in the year of repaynent, between a deduction for the anount
of the repaynent and, in effect, a credit for the anmount of
tax that woul d have been saved in the year of inclusion if
the repaid amount had been excluded fromthat year’s gross

i ncone.

In the instant case, petitioner received the $100, 000 from
Parker in 1996. W assune that petitioner was a cash basis

taxpayer. See Rubnitz v. Comm ssioner, 67 T.C 621, 627 n.7

(1977).

1. Restrictions on Use

The record does not include any evidence that petitioner was
restricted in his use of this $100,000. On brief, petitioner

di scusses the restriction-on-use question and asserts: “In the
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case at hand, Petitioner and Jane Parker fornmed an inplied
consensual recognition at the tine of the fraudulent sale to

| ater reverse the transaction.”

Firstly, petitioner conflates the restriction-on-use
question with the obligation-to-repay question.

Secondly, petitioner does not state what restrictions there
were, nor does he even ask us to nmake a finding of fact that
there were restrictions.

Thirdly, in Nordberg there was evidence as to what the
taxpayer did with the noney he received. 79 T.C. at 662-664.
There is no such evidence in the record in the instant case. W
may fairly assunme that petitioner is in a far better position
t han respondent to know what he in fact used the $100, 000 for and
what, if any, restrictions were inposed on his use of this noney.
From petitioner’s failure to present to the Court evidence as to
(1) what he did with the noney and (2) what restrictions, if any,
were inposed on the use of the noney, we infer that if such
evi dence had been presented, then it would have been harnful to

petitioner. See O Dwyer v. Conm ssioner, 266 F.2d 575, 584 (4th

Cr. 1959), affg. 28 T.C. 698, 703 (1957); Stounen v.

Conmm ssi oner, 208 F.2d 903, 907 (3d Gr. 1953), affg. a

Menmor andum Qpi ni on of this Court dated March 13, 1953; Wchita

Termnal Elevator Co. v. Comm ssioner, 6 T.C 1158, 1165 (1946),

affd. 162 F.2d 513 (10th Gr. 1947).
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From the foregoing, we conclude, and we have found, that it
is nmore likely than not that the $100, 000 was received wthout
restriction as to its disposition by petitioner, and there were
not any such restrictions in effect in 1996.

2. Obligation To Repay:; Provisions for Repaynent

In the instant case, the record does not include any
evidence that in 1996 petitioner recognized his liability to
repay the $100, 000, nor does the record include any evidence that
in 1996 petitioner made provisions for repaying the $100,000. As
noted supra, petitioner stated on brief that he and Parker
“formed an inplied consensual recognition * * * to later reverse
the transaction.” On brief, petitioner supports this inplied
agreenent, as foll ows:

The subsequent action of the Bankruptcy Court, voiding the

fraudul ent transaction, did not create an obligation to

repay the $100, 000. 00. The bankruptcy court’s deci sion

i nstead caused the realization of the pre-existing

obligation to repay Jane Parker by voiding the transfer of

Petitioner’s stock in Centurion Investnents and Roanoke

Devel opnent. This result is supported by the inherent

nature and purpose of the fraud perpetrated as well as the

i mredi ate, voluntary drafting and signing of a prom ssory

note between Petitioner and Jane Parker on the date that the

Bankruptcy Court voided the transaction.

Firstly, petitioner does not ask us to make a finding of
fact that there was an agreenent or other recognition by himin
1996 that he had an “existing and fixed obligation to repay” the
$100, 000, or that in 1996 petitioner nmade provisions to repay the

$100,000. Note that “a contingent obligation to restore the
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funds at sone future point” wll not suffice to take the
transaction out of the anbit of the claimof right doctrine.

Pr of essi onal | nsurance Agents v. Conm ssioner, 78 T.C. 246, 270

(1982), and cases there cited, affd. 726 F.2d 1097 (6th G
1984) .

Secondly, petitioner does not enlighten us as to what it was
that he recogni zed so that we m ght judge whether that anounted
to a fixed and not a contingent obligation. Nor does petitioner
enlighten us as to whether this “inplied consensual recognition”
was formed in 1996 and not at a |later date. Nor does petitioner
enlighten us as to what provisions for repaynent, if any, he nade

in 1996. Cf. Nordberq v. Conmm ssioner, 79 T.C. at 662-663, 665-

666.

Thirdly, petitioner states that the bankruptcy court’s
deci sion “caused the realization of the pre-existing obligation
to repay Jane Parker”. It is far fromclear what this is
intended to nean. It suggests that the “pre-existing obligation”
was not “real” until the bankruptcy court entered the consent
order on February 4, 2000. That in turn suggests that, in 1996,
there was not any existing and fixed obligation to repay; it
further suggests that, if there was any 1996 “inplied consensual
recogni tion” of anything, then that inplied consensual
recognition may have been an understanding that the $100, 000

m ght have to be repaid if petitioner got caught.
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Fourthly, the prom ssory note on which petitioner relies
does not help petitioner’s case on this record. The note was for
$135, 000- -t he $100, 000 Parker paid for the Corporations plus the
$35, 000 Parker paid for the Partnership Interests. The note
bears interest at 6 percent per year. The parties have
stipulated that, through Septenber 25, 2003, petitioner’s
paynents to Parker on the note aggregated $28,933.23. This is
approxi mately the anount of the required interest paynents al one.
Thus, we cannot conclude fromthe parties’ stipulation or
anything else in the record to which our attention has been
directed, that petitioner has yet repaid any of the $100, 000 t hat
Parker paid to himfor the Corporations. Also, (1) petitioner’s
failure to repay Parker pronptly in 2000, after the consent
order was entered and after petitioner was discharged from
bankruptcy, and (2) petitioner’s failure to repay Parker in the
3% years after he signed the prom ssory note, suggest that
petitioner did not in 1996 nmake any provisions for repayment. O
course, “The best laid schenes o° mce and nen/ Gang aft a-gley.”
Burns, “To a Mouse”, st. 7, in Bartlett’s Fam liar Quotations 377
(17th ed. 2002). But if petitioner had in fact nmade any such
provi sions, then we woul d expect to have heard from hi m what

those provisions were. O Dwyer v. Conm ssioner, 266 F.2d at 584,

St ounen v. Conmi ssioner, 208 F.2d at 907; Wchita Term nal

El evator Co. v. Conmissioner, 6 T.C. at 1165.
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Fifthly, the lack of evidence--or even clear assertions--as
to what petitioner did in 1996 with regard to a supposedly then-
fixed obligation, conbined with petitioner’s delay until 2000 in
acknow edgi ng an obligation, conbined with petitioner’s failure
t hrough Septenber 25, 2003, to repay any significant part (or
perhaps any part at all) of the $100, 000, cause us to concl ude,
and we have found, that it is nore likely than not that (1)
petitioner did not recognize in 1996 an existing and fixed
obligation to repay the $100, 000, and (2) petitioner did not make
in 1996 provisions to repay the $100, 000.

3. Loan

Petitioner urges us to apply the substance over form
doctrine and, on answering brief, refers to “the $100, 000 Jane
Par ker | oaned Petitioner in 1996.” W have stated that

it is the substance of a transaction rather than nere form
whi ch should determi ne the resultant tax consequences when
the form does not coincide with economc reality.

Commi ssioner v. Court Holding Co., 324 U. S. 331 (1945);

H ggins v. Smth, 308 U S. 473 (1940); Foster v.

Commi ssioner, 80 T.C 34, 201 (1983)[affd. in part and
vacated in part 756 F.2d 1430 (9th Gr. 1985)]; Gay v.

Commi ssioner, 56 T.C. 1032 (1971). The taxpayer, as well as
the Comm ssioner, is entitled to assert the substance-over-
form argunment although in such situations taxpayers may face
a hi gher than usual burden of proof. * * * [Jacier State
Electric Supply Co. v. Comm ssioner, 80 T.C 1047, 1053
(1983).]

It is not clear whether petitioner’s “loan” contention is

intended to be (1) an alternative or (2) nerely an attenpt to
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descri be the | egal pigeonhole that would apply if we were to
agree with petitioner’s claimof-right contentions.

If the latter, then the short answer is that we have
rejected petitioner’s claimof-right contentions and concl uded
that petitioner received the $100, 000 under a claimof right. If
the former, then the short answer is that there are no indicia of
a loan, and we conclude that the formthat petitioner used in
1996--a sale--correctly follows the substance of what petitioner
di d.

We hold for respondent on this issue.

B. $100,000 as a Gft

Petitioner contends, in the alternative, that the $100, 000
that he received from Parker was a gift, and thus, was excludabl e
fromgross incone under section 102(a). Petitioner argues that,
because the bankruptcy court declared the transacti on between
Par ker and hinself void ab initio, petitioner never transferred
ownership of the corporations to Parker; thus, petitioner
reasons, Parker’s intent in transferring the noney to petitioner
must have been out of disinterested generosity because she was
under no obligation to do so, and she received nothing in return.
Respondent maintains that the $100, 000 that petitioner
recei ved from Parker does not neet the definition of a gift, and
t hus, is not excludable fromgross incone under section 102(a).

We agree with respondent.
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Section 102(a)® provides that gifts are excluded from gross
income. The Suprene Court defined “gift” as a transfer of
property that proceeds froma “‘detached and disinterested
generosity,’” “‘out of affection, respect, admration, charity or

i ke inmpulses.”” Conm ssioner v. Duberstein, 363 U S. 278, 285

(1960) (quoting Conmm ssioner v. LoBue, 351 U S. 243, 246 (1956);

Robertson v. United States, 343 U. S. 711, 714 (1952)). The

transferor’s intent in making the transfer is the nost critical
consideration in determ ning whether the property transferred was
agift. 1d.

Appl yi ng those considerations to the instant case, it is
clear that the $100,000 that Parker transferred to petitioner was
not a gift. Wile we do not have direct evidence of Parker’s
intent, we note that when she transferred the $100, 000 to
petitioner, she received all petitioner’s stock in the
Corporations in return. Thus, the $100,000 transfer to
petitioner was not notivated by a detached and disinterested
generosity. Moreover, petitioner nenorialized his obligation to
repay Parker the $100,000 after the bankruptcy court voided ab

initio the transfer of the stock.

8 SEC. 102. d FTS AND | NHERI TANCES.

(a) General Rule.— Goss income does not include the
val ue of property acquired by gift, bequest, devise, or
i nheritance.
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On these facts, we conclude that Parker did not gift the
$100, 000 to petitioner.
We hold for respondent on this issue.
To take account of the parties’ concessions and the

f or egoi ng,

Deci sion will be entered

under Rul e 155.




